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Observations on the Use of Law by
Russian Enterprises

Kathryn Hendley, Barry W. Ickes, Peter Murrell,
and Randi Ryterman!

Abstract: Four specialists on the Russian economy analyze the extent to which
enterprises use law and legal institutions in structuring exchange relations. The
analysis uses the responszs from questionnaires administered to sixty o'ficials of
filteen enterprises in Muscow and Yekaterinburg during May-June 1990, supple-
ted by interviews ir enterprises and within arbitrazli courts Their results
dicate that enterprises make little use of law and consider legal institutions to be
effective. Other than ties based on historic business relations, there is an absence
o social and economic networks that might function as substitutes for law. The
underdevelopment of institutions to foster impersonal relations between firms
slows restructuring and growih. Journal of Econvmic Literature, Classification Numbers:
Ps1, P11, K1.

arket economies reed institutions that are able to foster the develop-

ment of impersonal relations between economic agents. Such
institutions might be especially important for economies in trensition, in
which changing relaticnships are vital to enterprise restructuring and
where whole sectors of the economy are the natural terrain of new firme.
Among the set of requisite institutions are: (1) generally accepted rules
that help to structure economic relationships; (2) mechanisms for enforc-
ing agreements; and (3; procedures for dispute resolution. In this report,
we sresent evidence on the extent to which Russian enterprises currently
make use of such institutions.
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The article is based primarily on sixty interviews conducted within
fifteen manufacturing enterprises in Yekaterinburg and Moscow during
May-June 1996. We conducted detailed, structured interviews with four
respondents in each enterprise: the general director, the director of supply,
a subordinate of the director of supply, and the legal director.2 The results
reported here are basec on a small number of observations on a large
number of variables. Tre data, combined with extensive informal inter-
views in these and other enterprises, as well as in arbitrezh courts, present a
consistent picture of the use of law and legal institutions by Russian
enterprises.

We conclude that Russian enterprises mzke little use of law and legal
instizutions in structuring their relationships. Lawyers are usually
peripheral actors in the enterprise. Formal contracts are used, but as a
matter of routine rather than of strategy, the form of the contracts
changing little in response to circumstance. All the enterprises inter-
viewed had made use of the arbitrazh courts, but rated such courts very
poor on enforcement.

The minor role of legal institutions holds important implications for
Russian economic performance. First, a large proportion of transactions
appears to be based on ties inherited from Saviet times.? Second, firms are
forced to rely on prepayment, often in combination with barter, as the
preferred method to ensure that purchasers fulfill contracts. Such pay-
ment terms impose large transaction costs and do little to build confidence
in the legal system. Third, semi-legal or illegal enforcement methods are
common, with their associated social and economic costs. Fourth, there
seems to be a dearth of complex transactions between enterprises—that
is, transactions involving long-term agreements for the exchange of
highly differentiated products. It is possible that many potential transac-
tions simply do not take place, with adverse consequences for economic
growth.

A basic theme running through much of the ensuing discussion is the
inertia of enterprises in those activities that involve the use of law and legal
institutions, despite the enormous institutional changes that have taken
place. Old contractual practices and forms continue. Legal knowledge lags.
The use of courts appears to be based on routine behaviors. The range of
transactions appears highly constrained by historical circumstance. The
existence of such inertia obviously has momentous consequences for
deliterations on the workability of alternative strateges of legal reform

Our presentation of the evidence begins with an overview of enterprise
officials” evaluations of Russian institutions, such evaluations being a key
factor in determining the use of existing irstitutions. We then examine

“The supply departments (ohdely snabzheniya) are responsible for the procurement of material

ts. ’
*Widely cited statistics from enterprise surveys overstate the degree to which new relation-
s have been formed (see ciscussion below).

w importance of understanding the role of inertia in assessing the effects of legal and
cconumic reforms, see Hendley (1992) and Murrell (1992).
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whether the enterprises are equipped to use the legal syster, by inquiring
whether officials have access to pertinent information and to suitable
technicalexpertise. Discussion then turns to a specific example of the use
of law and legal institutions, where we assess whether contractual behav-
jor is adjusting to the new institutional environment and whether enter-
prises avail themselves of new legal tools to solve pressing transactional
problems. Thereafter, we continue the focus on transactions, examining
the role played by the courts in dispute resolution and considering the role
of alternative institutions in the transactional process. Next, we use
enterprise officials’ knowledge of law as a lens on whether they are using
the law to structure econorric relationships. The final empirical section
offers evidence on the complementarity of legal and financal institutions,
by considering the causes ard consequences of the prevalence of barter.
Concluding ubservations excmine implications of the evicence, focusing
on the way in which the poverty of the institutional environment con-
strains the profile of transactions undertaken by Russian enterprises.

ENTERPRISES’ GENERAL EVALUATION
OF POLICY AND INSTITUTIONS

An important factor determining the use of institutions is economic
agents’ evaluations of the guality of institutions. To elicit enterprise
officials’ general views on policy and institutions, we used questions
drawn from analogous Wes:ern studies. For example, Borner, Brunetti,
and Wecer (1995) questioned entrepreneurs in twenty-eight countries
concerning the predictability of overall policy and the credibility of gov-
ernment. We asked identical questions in Russia, aggregaling answers to
derive a score exactly analogous to those reported in Borrer et al. (1995).
Our Russian score is worse than tha: of two-thirds of the countries in
their sample. It is equivalent to the level of Argentina, Mexico, and
Colombia in the late 1980s, significantly better than that of Brazil or
Venezuela, but much worse than in Chile, Turkey, Sri Lanka, and all the
East Asian countries.

This general perception is reflected in the abysmally 'ow evaluations
that Russian enterprise officials gave to major institutions. When asked
how much confidence they had in the state administration, the legal
system, parliament, and the political system, respondents almost uni-
formly gave the lowest rankings.®> Similarly, enterprise officials judged

*This summary of the Russian responses uses comparable information from other coun-
tries. Answers to identical questions on conficence in institutions given by Canadian and
British general publics are reported in Hastings and llastings (1994, pp. 297-300).
Responses by the US general public to almost identical questions are reported in Wood
(1990, pp. 630-662).
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honesty and ethical standards ta be very low within these institutions.e
State administration and the police were regarded particularly poorly.
Enterprise officials openly reported the view that a high level of corruption
is present in local administrations and that organized crime influences
government.

Ir. these responses, the legal system performed slightly better than did
other Russian institutions. For example, the judges of the arbitrazh court
were deemed to have hizher ethical standards than other professionals. At
the very least, this samgling of opinions on Russian institutions would not
lead one to conclude that the legal system itself presents the biggest
problem in creating a workable institutional structure.

THE INTERNAL ORGANIZATION OF ENTERPRISES
ON LEGAL MATTERS

To use the legal system, economic agents need access to pertinen:
information and to appropriate technical expertise. In Russia, all the
enterprises we visited had in-house legal expertise which, in all but one
case, took the form of a legal department inherited from the Soviet period
The legal departments have shrunk as a proportion of total employment
since 1992, now averaging three people per enterprise. As in the past, nol
all these people necessarily have legal education; lawyers have no monop-
oly on the performance of legal tasks in Russia.? Although the form
persists, privatization kas wrought fundamental changes in the work
undertaken by these legal departments. In the past, much of their time was
dom.nated by labor issues, which have now faded in importance. Their
function has also changed. The blurred lines between the interests of
workers and management that existed under the state enterprise form
have now come into sharper relief, and the legal department’s role is to
defend management, nct to help workers solve their problems,

Helf of the enterprises surveyed have a legal relationship wi:h outside
lawyers, typically in cornection with foreign activities. Only one enter-
prisehad retained a Western law firm. This Moscow enterprise turned to a
US-tased law firm for help in staving off an unwanted tender offer. After
the isis abated, the relationship collapsed due to the unexpeciedly high
legal fecs charged for what the enterprise regarded as routine services.

"Again, this summary of Russan responses is implicitly phrased in the context of answers
to comparable questions in other countries. Answers by Canadian general publics to
identical questions on honesty and ethical standards in institutions are reported in
Hastirgs and Hastings (1994, p. 297).

"MostEuropean countries havs narrowed the scope of activities that must be performed by
lawyers through the creation of a network of administrative agencies staffed by non-
lawyers capable of handling issues such as consumer complaints, wage disputes, child
¢, ete. Often these agencies have the power to resolve disputes, thereby reducing

pressure on the courts. See, for example, Kritzer (1996) and Blankenburg and Rogowski
(1980).
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Hourly fees are not traditional in Russia and certainly the high rates that
are commonplace in the United States are unheard of.

The legal departments have access to timely information about new
statutes and regulations. All enterprises subscribed to the standard
printed sources.? Seventy-five percent subscribed to computerized data-
bases of legal information that are updated regularly. The most popular
database was Konsultant Plus, which is the cheapest of the current crop of
legal databases and focuses almost exclusively on business law informa-
tion. Interestingly, we found that firms possessing legal databases demon-
strated no more accurate knowledge of the law than did firms lacking this
resource.

The willingness of enterprise management to purchase a database
indicates that they attach importance to maintaining up-to-date knowl-
edge abcut law. Yer, despite the fact that the legal departmants serve as the
main conduit for information about laws and legal institutions, these
departments are not well integrated into the business life of the enter-
prises. One Yekaterinburg arbitrazh court judge, frustrated by repeated
efforts to convey new information to enterprises via their lawyers, has
begun ordering the general directors of these enterprises to appear in
person in her court.

Representatives of the legal department do not regularly advise man-
agement about the consequences of proposed actions. For example, in one
enterprise where ssues of intellectual property were critical to survival,
the legal department had not been consulted. These lawyers were neither
surprised nor annoyed at being left out; they acknowledged that they
lacked the necessary expertise, while admitting no plans to acquire the
knowledge. Lawyers, whether in-house or external, do not play an active
role in negotiating new contracts or restructuring existing business
relationships. Noz are they typically involved in the details of internal
corporate governance. Instead, their functions are more technical, such as
producing standard form contracts or verifying the legality of contracts
negotiatzd by others. In the enterprises we visited, the legal department
represented the enterprise in arbitrazh court. But such participation by
lawyers s not required. Interviews with arbitrazh court judges reveal that
less tharn half the cases filed in these courts involve lawyers.

THE UNIMPORTANCE OF LEGAL STRATEGIES

The information presented above is ambiguous. Enterprise officials are
negative in general about the quality of institutions, but least negative
about the legal system. Enterprises have legal departments and have access
to legal information, but legal expertise is close to the periphery of
enterprise operations. To help to resolve the ambiguity in the evidence, our
survey asked general directors to indicate the relative importance of four

*Enterprises consistently subscribed to Rossiyskuya gazeta,
Federatsii, and Ekonomika i zhizn'.

aniye zahonodatel'stua Russiyskoy
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strategies to the survival of the firm: 1) internal reorganization; (2)
restructuring trading relationships; (3) using laws and legal institutions to
protect the firm’s interests; and (4) delaying payments. Of these four, the
use of laws and legal institutions scored the lowest, even below the
delaying of payments—a strategy that is, in the Russian context, almost
the antithesis of using law.

The absence of any positive strategy to make use of new legal oppor-
tunities is best exhibited by contractual behavior. Enterprise officials view
written contracts as essential, and use standard form contracts {or routine
acquisition of supplies and for sales. The use of form contracts does not
distinguish Russia from other countries. Ahat is striking about Russian
enerprises is their failure to take full advantage of the freedom of contract
oftered by the new civil code. During the Soviet period, the text of
contracts was dictated from above. Changes were possible, but only by
using the cumbersome “protokol of disagreements,” in which the parties
prapused alternative wording for contractual provisions. The final agree-
ment was composed of the standard text plus any probkoly. Now, with firms
having complete freedom, they still cling to the old Soviet mechanisms,
When asked why, the enterprise lawyers reacted with surprise, and told us
that they continued to do their job in the same way as before. Upon
refiection, they uniformly agreed that the old techniques (using protokoly of
disagreements) constitated barriers to simplicity and clarity. Additionally,
the form invariably originated with the supplier, as in Soviet times. Even
powerful enterprises with considerable market power are reluctant to
move away from past practice.

Many elements of contracts are not implementec. For example, with
working capital very scarce and many enterprises insisting on prepay-
ment, the terms of the contract do not control the benavior of the parties.
Rather, when enterprises insist on prepayment, trading begins wher
funds become available: the quantity and timing clauses of contracts are
irrelevant. Similarly, prices are set in contracts, only to be renegotiated. It
is routine for suppliers to demand a higher price, with customers then
either walking away from the contract or agreeing to pay if the demand is
consistent with perceptions of changes in supplier costs. Court action for
breach usually is not contemplated under such circumstances, Similarly,
penalty clauses for delayed payment are reutinely disregarded, and per-
haps are included only as a bargaining tool.

We found little evidence that contracts ére being used innovatively to
help solve problems of non-payment and non-performance. Letters of
credit, collateral, and other legal means of ensuring performance are
rately used. Instead, enterprises use devices that appear more costly, such
as barter and prepayment. Of the 25 agreements on which detailed data
were obtained, only twowere free of both barter and prepayment. Ten had
full srepayment; seven included partial prepayment; and of the eight with
o prepayment, six were barter contracts. General directors report that,
on average, they require customers to prepay 56 percent of their pur-
chases, an amount that the enterprise directors assess as roughly equiv-
alent to the cost of material inputs needed to produce the order.

|
|
|
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LEGAL INSTITUTIONS AND THEIR SUBSTITUTES

The use of formal legal institutions is dependent, inter alia, on the
effectiveness of those institutions, especially compared to substitule
mechanisms. Here, we examine pertinent evidence on effectiveness,
focusing on the role of institutions in supporting relationships between
economic entities and resolving disputes that might arise in those
relationships.

The Arbitrazh Courts

Arbitrazk courts have jurisdiction over economic disputes between legal
entities and over bankruptey. They are the institutional successor to
Soviet-era state arbitrazh (gosudarstvenayy arbitrazh or gosurbitrazh), which
was an administrative agency charged with resolving economic disputes
among state enterprises (Pomorski, 1977). On a superficial level, the two
instituticns seem similar in that they share the basic function of resolving
disputes. As we probe more deeply, however, the differences become
apparent. Most obvious is the matter of status. Gosarbitrazk has been
transformed into a court system, complete with judges, multiple-level
appellate review, and a new set of procedural rules (Arbitrazhnyy, 199s),
Perhaps more important is the difference in purpose. As an embedded
element within the administrative-command system, gosarbitrazl was con-
cerned primarily with plan fulfillment. Complying with the law was
desirable, but not mandatory. In contrast, the arbitrazh courts have no
latitude to depart from the law in resclving disputes. Corcern with the
potential impact of their decisions is 1ot supposed to infect the reasoning
process.?

Some Western scholars argue that the arbitrazh courts are irrelevant, to
Our data, albeit limited, suggest taking a more nuanced approach to the
role of these courts. Al} of the enterprises we visited had interacted with
the arbitruzh courts over the past year. Three-fourths of the enterprises had
initiated more than four cases during this time.i1 Of course, we cannot
make conclusions about the regularity with which disputes or potential
disputes reached the courts, not knowing the rumber of disputes that
were resolved through bilateral negotiations (Felstiner et al, 1980-1981).
But the fzct that every enterprise pursued claims to the erbitrazh court

‘Despite this rule against considering how a decision might affect the parties, memoirs by
judges in various societies indicate that their prior life experiences inevitably affect case
outcomes (Ulc, 1972; Satter, 1990).

“The drafters of the new Russian company law viewed the arbitruzh courts as weak,
ncompetent. and corrupt, and so dzsigned a corporate law regime that, to the extent
possible, substitutes private enforcement for formal judicial enforcement (Black and
Kraakman, 1996).

“The survey asked only whether enterprises had filed more than four. Conversations with
the lawyers at these enterprises revealed more detail. One firm was quite active, having
tiated in excess of 100 cases over the past year.
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certainly implies that management views these courts as potentially
uscful.

i our sample of enterprises, the most common reason for going to
court was to collect overdue debts, though they also sued on the grounds
oflate delivery, damaged goods, and poor quality. 12 Unpublished data frem
the arbitrazh courts in Yekaterinourg and Moscow show that, as a general
matter, debt collectior cases predominate. In Yekaterinburg, debt-relatad
cases constituted 74 percent of the total cases filed in 1995 {up from 38
percent in 1993). In the Moscow City arbilrazk courts, they constituted 50
percent of the total cases filed in 1995 (up from 35 percent in 1993).

Asis true elsewhere, Russian enterprises rarely bring a lawsuit without
first notifying the party in default, and trying to settle the case. Indeed,
prior to July 1995, plaintiffs were legally required to send a notification
(pretenziya) to potential defendants prior to filing a claim in an arbitrazh
court. Failure to do so resulted in automatic rejection of the petition.!3
Notwithstanding the fact that pretenziya are no longer mandatory, many
enterprises still use them. Some enterprises have not even bothered -o
change the format, while others have restyled the pretenziya to better meat
their needs. In some cases, the text incorporates a threat to pursue the
matter in arbitrazh court if the defaulter faiis to perform; in other cases the
threat is merely implicit.

Enterprise officials were asked several questions designad to elicit
information about the qualities of the arbitrazh courts as dispute resolution
mechanisms, especially in comparison to the predecessor institutjon,
gosarbitrazh, and the prime competitor, private methods, the latter includ-
ing private arbitration and private security services. Enterprise lawyers
rated arbitrazh superior to gosarhitrazh on speed, competence, cost and
confidentiality, but as very much worse on certainty of enforcement.t
Enterprises view enforcement problems as the most serious shortcoming
of the arbitrazh courts. In a 1996 interview, the Chairman of the Higher
Arbitrazh Court, V. F. Yakovlev, admitted that the inability to enforce
judgments has become all too common (Vesil'yeva, 1996). Nevzrtheless, a
nunmber of enterprise officials noted that the parties in arbitrazh court
sometimes comply with judgments, withcut any need for further court
action. Court decisions can stimulate attempts to resolve disputes througn
negotiation.'s

.
“Deot collection cases are common in Western legal systems as well; see Kagan (1984) and
Blan<enburg (1996).
"The plaintiff would be free to refile the complaint atter having fulfilled the procedurdl
prerequisite.
*See Hendley (1997) for a description of contract enforcement procedures in Russian
hcourts. For a discussion of the persistent problems with enforcement, see Pistor
(1996) and Vasil'yeva (1996).
*In contrast, the threat of bankruptey provides little inducement for performance; only a
minority of respondents were aware of firms that have initiated bankruptcy proceedings,
an vbservation consistent with economy wide bankruptcy data.
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Problems of enforcement do not arise solely from the institutional
structure of the court system. These problems also stem from the tur-
bulent organizational structure of Russian business, with enterprises
forming and dissclving, incurring and then escaping, liabilities. In the past,
the banks were a powerful element of the enforcement mechanism, since a
court judgment constitutes an order to transfer funds between enter-
prises. However, with relaxation of the banking laws, it is now much easier
for enterprises toempty company accounts. While the law gives judges the
discretion to freeze the assets of defendants at any point in the proceed-
ings (Arbitrazhnyy, 1995), such orders in fact prove to be the exception,
not the rule.

Enterprises alsoidentified costs as a barrier to using the arbitrazh courts,
though no enterprise reported an instance in which cost actually pre-
cluded filing a case. Interestingly, filing fees (gosposhlina) have actually been
reducec in recentyears. The concern expressed by entergrises about costs
may, therefore, indicate a heightened concern about expenses of any sort.

The competence of the arbitrazh judges to resolve commercial disputes
was notcited as an obstacle to using courts. Judges were generally viewed
as impartial in cases involving other firms. However, several managers
noted that jurisdiztion is generally based on the location of the seller, and
expressed concern that the arbitrazh courts takelocal interests into account
when rendering verdicts. Managers clearly anticipated bias in cases in
which the government is a party. The enterprises assume a high level of
bias in cases involving the federal government and slightly less bias when
local gevernments are involved. These perceptions might be inherited
from Soviet times, when courts were not independen:, or they might
reflect real problems in the present organization of the arbifrazh courts.

Studies of other legal systems have shown that contractual partners
who have a longstanding relationship are reluctant to pursue disputes in
court. Going to court, it is argued, tends to destroy the relationship
because it pits the parties against one another in a zero-sum game
(Macaulay, 1963). Our information suggests that Russian enterprises do
not perceive court action in such dire terms. Several general directors
reported instances in which relationships survived lawsuits. The lawyers
were somewhat less sanguine, regarding lawsuits as something to be
avoided because of the danger of offending suppliers. Perhaps the absence
of an adversarial legal system and the lower costs of pursuing legal claims
help explain why the impact of lawsuits is less devastating in the Russian
context

Private Methods of Contract Enforcement

General directcrs rated private methods as superior to arbitrazh courts
on speed and con’identiality. It is notable, however, that private methods
were not viewed as superior to arbitrazh on certainty of enforcement,
despite the inadequate enforcement mechanisms noted above.

The prevailing private methods of contract enforcement or dispute
resolution are semi-legal or illegal. The enterprises interviewed do not use
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formal, legal private methods of dispute resolution, such as private arbitra-
tion.!® Enterprises use security services to collect debts. For some enter-
prises, this is routine and there are standardized procedures for hiring
outside helpin cases of non-payment; one 2stimate of the cost was twenty
percent. Enterprises make even more use of internal private security
services than they do of outside security services. The use of internal
security services is negatively correlated with enterprises’ evaluation cf
urbitrazh courts, indicating that the courts and private methods might be
substitute methods of dispute resolution. However, formal legal institu-
tions and private enforcement can also be complements. Private enforcers
often review relevant legal documentation before acting. When a losing
defendant fails to pay according to the terms of an arbitrazh court decision
and the victorious plzintiff seeks the assstance of private enforcement

agents, these agents sometimes review the court decision before taking
action,

The Role of Government

In examining the role of government, our focus was on activities of the
administration that would either support or impede the development of
enterprise-to-enterprise relationships. Our questions centered on the
involvement of local and national administrations in the more com-
monplace aspects of enterprise operations, such as the setting of prices,
the search for customers, and the choicz of products to be producec,
Enterprises reported surprisingly little administrative activity on thess
matters. Similarly, local and national administrations were viewed as
uninvolved in the process of negotiating agreements, and settling dis-
putes, with suppliers, at least in the perceptions of the enterprise officials
who procure the standard menu of inputs.

Administrative bodies are not active in areas where they might be
expected to ¢ a positive force infacilitating more secure trading refation-
ships. When enterprises were asked why they had not used legal instru-
ments such as collateral, they tended to attach importance to the
inadequacy of associated administrative arrangements, such as registries.
In addition, the poor functioning of criminal law enforcement bodies
might be critical, since fraud andforgery were cited as importart problems
in using legal documents such as letters of credit.

Early in the transition, enterprises were very concerned abott problems
of market power. In 1991, the federal government responded to these
complaints by establishing anti-monopoly committees, which were
empowered to sancticn enterprises that engaged in unfair competition.

“One form of private arbitration tha: has long existed in Russia are trekyskiye courts
:rm._ ratova, 1993; Vinogradova, 1992). The enterprise managers we interviewed wers
typically notaware of such courts. Pistor (1996) documents the activities of irdeyskiye courts

in Moscow and St. Petersburg; whether these courls are active n Yekaterinburg remains
open to question.
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None of the sampled enterprises reported that they had been subject to
actions by anti-monopoly committees, and most were unaware of sanc-
tions against other enterprises. Even the officials of enterprises that had
been classified as “dominant” producers knew little about the activities of
the local Anti-Monopoly Committees. All of which suggests that these
committees do not play an important economic role.

Social and Economic Institutions

Enterprises were asked about the importance of a variety of ancillary
interrelationships that might support the development of secure trading
relationships. In market economies, there are many social and economic
institutions, outside the legal and administrative systems, that help foster
the development of new economic relationships and aid in dispute resolu-
tion. For example, in the economic sphere, there is cross-ownership
between supplier and customer; in the social sphere, there are ethnicand
family ties as well as personal contacts that develop in clubs and social
activities.

Enterprise officials rarely reported the existence of economic relation-
ships that complement the trading relationship. Trading partners dc not
tend to share banks, or have common membership in business associa-
tions, or share members of boards of directors. A small amount of cross-
ownership of shares between trading partners was reported.

Enterprise officials were also asked about professional, ethnic, family,
educational, social, and political relationships, ceveloped apart from busi-
ness dealings, but which might have been helpful in forming trading
relationships and resolving potential disputes. Virtually none of these
suggestions produced any resonance with our interviewees. The absence
of a civil society in the past, with lives being centered on enterprise and
party-organized activities, could be exerting a toll presently in the under-
development of new market relationships.'?

Two types of special relationships were cited as helping in present
trading relationships. First, enterprise officials mentioned previous con-
tacts through institutions of higher education. The examples given were
usually ones in which an enterprise official knew a counterpart in another
enterprise because they both had attended the same technical institute,
usually an institute run in Soviet times by the enterprise’s sectoral
ministry. This suggests that the narrow specialization present in the Soviet
educational system might now be leading to a narrowness of contacts
between enterprises.

Second, enterprise officials reported that horizontal connections with
comparable officials in other enterprises helped in resolving disputes.
When problems arise in trading relationships, sales and procurement

"Enterprise general directors invariably reported membership in the Communist Party in
the Soviet period, but such common membership appears not 1o have been importantat the
detailed level of trading relationships.
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officials will use a counterpart in a third enterprise as a source of
information and as an instrument of pressure on the trading partner. Such
chains of acquaintance, of course, are usually based on supply lnks
established in Soviet times.

KNOWLEDGE OF LAW

Use of the law is unlike the use of a material input, whose employment
can be directly measured, compared to the role of substitutes, and cali-
brated against likely causal variables. Therefore, it is necessary to examine
variables that are indirect indicators of the use of the law. One such
variable is accuracy of knowledge of the law (see Ellickson, 1991). Man-
agers who use law on a regular basis, who work in enterprises in which
using law is an important part of the business routine, will rend to have a
better understanding of law than managers who never use law, Given that
many laws in Russia are new, we examine the manager’s knowledge of enly
the most basic aspects of statutes, arguing that these aspects should be
well known to managers with even limited contact with the law.

Use of the law influences knowledge, but knowledge also influences use
of the law. A manager’s understanding of law affects perceptions of the
law’s usefulness for solving important economic problems. A manager
who is misinformed about basic provisions is unlikely to recognize those
circumstances where law has a potential to solve economic problems.!s
Hence, an understanding of basic provisions of laws is a necessary
(although not sufficient) condition for using law. For example, a manager
who possesses complete and accurate information about the law, but
whose experiences lead him to conclude that pursuing legal remedies is
inefficient, may choose not to use the law,

To measure knowledge, we posed a number of questions to enterprise
officials. The questions were framed either directly, in terms of knowledge
of basic legal provisions, or indirectly, using hypotheticals that asked the
official to interpret the law within a specific context.1® Cur questions
focused on areas of law that address serious problems faced by man-
agers—problems that are of special consequence in a transition environ-
ment characterized by uncertainty and the need for restructuring. We
concentrated on four areas of law: secured lending, contracts, competi-
tion, and internal governance.

Law on Secured Lending

One of the most serious and persistent problems in Russia is non-
payment. All enterprises complained about the inability of many of their
customers to provide payment in full on a timely basis; in nearly all cases,

is particularly true when the legal department is not well integrated into the
yamaking process of enterprises, as is the case in Russia,

PWe asked managers to answer vur questions without using reference matarial
that we were measuring knowledge that is used on a routine basis.

s, tuensure
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enterprises admitted that they facec difficulties in meecting their own
obligations. Yet, despite the persistence of these problems, we found little
understanding of laws designed to alleviate such problems.

Collateral is a potentially important mechanism for securing agree-
ments. However, only about one-half of enterprise lawyers knew that,
according to the 1995 Civil Code, pledges of Bo<mew assets &o not have
to be notarized; their responses, in snort, were mo:m_m".ﬁ: with _...w:&oa
guessing.20 Hence, the lawyers appear unaware that :Jo:.. enterprises can
secure agreements without incurring the often m:vmnu:w_& fee associated
with notarizing. In addition, only 50 percent of enterprise Ff,\m.nm r:m.é
that the creditor who secured the loan at the earlier date has priority claim
to an asset that has been used to secure two loans (Grazhdanskiy kodeks,

, art. 342).

ﬂgm\womﬁ importantly, enterprise officials are not aware of the fact that :.E
1995 Civil Code assigns secured creditors priority over ::.w government in
claiming the assets of a liquidated company (Grazhdanskiy rommrm\ 1994,
art. 64)21 As shown in Table 1, only eight percent of general directors and
nine percent of legal directors correc:ly identified the secured nnmm:c,n as
having priority. Taree-quarters of general direc:ors m:a almost Czo-::&m
of legal directors identified the government as having first &83. Hrnmm
responses were less accurate than those that would be obtained simply
from random gussses. The reason seems n_mwm.. Zuﬂmmmnm appear to vm
echoing the priorities assigned by the 1964 Civil ﬁomm A.A,.ENrn_m:mr;\
kodeks, 1964, arts. 418-423), which is now defunct. With this _u_:mmnmﬁm:a-
ing of the law, callateral is not likely to be seen as a useful instrument,
given the common perception that the indebtedness of debtors to the
government often exceeds liquidatec value.

Contract Law

During Russia’s transition from a command mnozc:g.chsoamn condi-
tions have changed unexpectedly, often placing hardship on one of the
parties to an agreement, making that party SEQ&:” to perform as
promised. Questions naturally arise concerning the circumstances under
which changing conditions or hardship might constitute an excuse T,un
non-performance (Hendley, 1996). The 1964 Civil Code Aﬂ.nmxr&:.mri
kodeks, 1964, ars. 169, 222, 234-235) accepted only literal impossibility,
i.e., acts of God, as providing such an excuse. The 1995 Civil ﬂoa.m‘ 5
contrast, expands the definition of impossibi'ity to include commercial

©The first part of thecivil code (Grazhdanskiy kodeks, 1994) cnnm me effective on ?:E:\« ~.~
1995. Au English translation canbe found in Civil Code (1995). The second part of the civil
code (Grazhdanskiy kodeks, 1996) was enacted on December 22, 1995, and became
effective on March 1, 1996. . \

' The 1692 Bankruptcy Law ranced the claim of secured creditors above the lEB. cm:,m
government, giving even higher priority to secured creditors than does the 1995 Civil Code
(O nesostoyatel'nosti, 1993).
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Table 1. Enterprise Officials’ Understandings of the Priority
of Creditors; Consistency with Old and New Civil Codes

Percent of responses consistent
Creditor with priority

according to: General Director Legal Director
1995 Civil Code: secured creditor 8 percent 9 percent
1964 Civil Code: government 75 percent 64 percent

impracticability due to a change in conditions that could not reasonably
have been foreseen at the time of concluding the contract (Grazhdanskiy
kodeks, 1994, art. 451). This change in the law might have been inter-
preted to allow parties to invalidate contracts on the basis of changes in
input prices, but the new law has been interpreted rather censervatively.
Changes in input price {even during the period of rapid inflation) were
considered to be foresecable by the parties and, therefore, could not serve
as a basis for being excused from performance. Thus, the 1564 and 1995
Civil Codes are consistent in not accepting a change in price as an excuse
{or non-performance,

We questioned enterprise officials on whether foresecable changes in
input prices constitute an excuse for non- performance. Supply directors
and their subordinates consistently, and correctly, answered ihat foresee-
able changes do not provide an excuse. In practice, however, enterprises
cither accommodate price changes associated with cost increases or let the
contract fall into abeyance. In this case, apparently knowledge of the law
does not translate into use of the law against non-performing partners.
The accuracy of the answers in this case could be because the enterprise
officials simply assume that current law is consistent with that in the past.

Anti-Monopoly Law

We questioned officials concerning their understanding of competition
law (O konkurentsii, 1991; O vnesenii, 1995). The officials were aware of
the existence and purpose of this law. For example, nearly all general
directors understood that they have the right to file claims against domi-
nant producers when harmed and have the right to challenge the decisions
of Anti Monopoly Committees in court. However, officials were less clear
about basic provisions of the law pertinent to enterprises and local
governments and about the powers awarded to Anti-Monopoly Commi:-
tees to restrain anti-competitive behavior. Table 2 suinmarizes some
notable features of the results of the questions on these basic provisions.

Table 2 presents a mixed picture. In two cases, managers scored only
slightly better than they would have simply by random chance. In the
remaining cases, the managers scored substantially worse than they
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Table 2. Knowledge of 1991 Anti-Mornopoly Law, Amended in 1995

Percent
Provisicn of the law Respondent correct
IHegality of price fixing General 33
Director
Legality of speculation General 33
Dircctor
What is an abuse of power by firms with domi- Legal Director 65
nant position?
Existence of restraints on activizies of local Legal Director o8
governments
Absence of Anti-Monopoly Committees’ powers Legal Director 9

to control prices of dominant producers

would have by random chance. In these latter cases, the origin of the
misunderstanding might be rooted in history. The pervasive use and
acceptance of price controls ir the past might account for the fact that only
one-third of managers correctly understand that price fixing is illegal.22
[t also might account for the fact that only nine percent of managers are
aware that Anti-Monopoly Committees are forbidden to use price con-
trols as sanctions against dominant producers. Perhaps most surprising is
the persistence of belief that “speculation” is illegal, despite the fact that
freedom of exchange is the cornerstone of marke! reforms. On matters of
price controls and price fixing, our results on knowledge suggest that a
necessary condition for the effectiveness of law is not being satisfied.

Company Law .

The new Russian company law (Ob aktsionernykh, 1996) provides
measures aimed at improving corporate governance.? Yet, despite the fact
that this law mandates actions by enterprises, basic aspects of the law do
not appear to be well understood. For example, fewer than half of the
enterprise officials understand that the general director must obtain
either board-of-director or shareholder approval for transactions that
involve more than 25 percent of the firm’s assets. While nearly all of the
enterprise lawyers understood that the general director can process
routine contracts, a majority did not understand that the general director

alone might not be able to process contracts that are not routine. Enter-"

“When two firms together control ¢6 percent of the market.
“The law was passed in ‘ate 1995 and became efiective on the first day of 1996,
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prise lawyers did understand, however, that the general director can no
longer simultaneously serve as chairman of the board of directors.

In fact, otficials openly reveal information that shows that their enter-
prises are not in compliance with the company law. Only one-third of the
firms thatare required to keep their shareholder r2gisters outside the firm
ictually do so. OF the five firms in our sample that are required to use
cumulative voting to elect Board members, only one has done so (Ob
aktsionernykh, 1996, art. 66-1).24

In sum, we found that enterprisc officials in Moscow and Yekaterinburg
had relatively accurate knowledge of those provisions of laws that aro
consistent with prior practices or with old legislation. However, the
ofticials were poorly informec on those aspects o legislation that depart
from priorpractice. These results on legal knowledge suggest the paradox-

ical conclusion that the law that is most effective in the transition might be
the law that is inherited.

BARTER: THE COMPLEMENTARITY OF LEGAL
AND FINANCIAL ARRANGEMENTS

Barter is now an extremely important slement i transactions between
enterprises in Russia. In every enterprise in our sample, respondents
testified that barter as a share of total sales had increased significantly
since 1992. According to general directors, the average share of barter in
sales was 40 percent in 1996 compared with 5 percent in 1992 25 The
ccmparison with 1992 g interesting because the financial system was
much more ::mma?‘lovma then, and _.:En.m:wm:ﬁmmm arrears as a shaye
ofoutput were much aigher than at present.2 The fact that the frequency
of barter has increased in spite of development of the financial and legal
Systems is a phenomenon that demands explanation.

Respondents recognized that barter is very costly; one estimated that
barter entails a 100 percent surcharge over the cost of paying in cash. The
costs of barter include the standard problem of finding mutually beneficial
tredes.” This problem is somewhat mitigated, however, by the fact that

“This provision applies only to joint-stock companizs with more than 1,000 shareholders;
see Gordon (1994) for 4 description of umulative voting.

*Asu, supply directors and their assisiants were asked for their estimate of b
share of material supply purchases. The heads of supply departments reported an average
L{ ‘e of 45 percent in 1996 and 19.7 pewent in 1992 Their assistants reported an average
ot 48 percent in 1996 and 18.2 percentin 1992, A January 1996 survey of 1,670 industria)
enterprises in Russia revealed that 42 percent of their trade is through non-monetary
exchange, including barter ind various types of commercial paper (Marionoy, 1996, p. 17).
*See Ickes and Ryter man (1992) for a discussion of
enterprise arrears.

“One respondent offered the following example: “Ycu
they send you
SEeN

darter as a

financial underdevelopment and inter-

. send the goods to an enterprise and
h.cz.wlom You don’t need motorcyeles, so you send them back and they
wheat. Then you Fave to process the wheet. By the time this is done it is three

o,
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much of the barier we observed turns out to be multilateral, which
expands the scope for mutually beneficial exchange.? 1t also makes
transactions much more complex.

Multiiateral barter introduces elemrents into transactions that tend to
reduce the effectiveness of normal contract-enforcement mechanisms.
With bilateral barter, a quid Pro quo exists, and it is feasible, in principle, to
write a contract specifying the transaction. With multilateral barter, trade
is sequential rather than simultaneous. This has two important effects.
First, the absence of a quid pro quo in any particular exchange makes the
writing of contracts extremely difficult. Second, the sequential nature of
trade increases the chances of hold-up. Both effects make such transac-
tions more dependent on extra-legal contract enforcement mechanisms,
which has the effect of conserving exsting ties 29

The prevalence of multilateral barter has impcrtant implications for the
effectiveness of the legal system. Arbitrazh courts rely almost exclusively
on writtzn evidence. If a barter transaction goes through several parties,
then much will be left undccumented and will rest on oral understand-
ings. Thus, the sort of proof necessary to recover in arbitrazh court is
absent, leaving firms to resolve problems through extra-legal means.
Arbitrazh judges report that they are rarely confronted with cases involv
ing multilateral barter arrangements.

A full accounting of the reasons why barter is now so prevalent would
require a lengthy study of its own, Enterprises otfered different reasons
and individual respondents were often not consistent in their articulation
of these reasons. Certainly, o single rause is 1esponsible for this barter
epidemic. which results from a complex web of iastitutional inadequacies.
It is nonetheless important here to distinguish between two conunonly
cited explanations for the prevalence of barter: the liquidity and the tax
explanations,

Respondents frequently referred to a lack of working capital, or exorbi-
tant interest rates, or “a lack of means of payment.”® These observations
are consistent with the fact that finandial stabilization has ‘ed to increases
in real irterest rates. On this liquidity explanation, barer is simply a
response to a lack of means of payment.

The liquidity explanation, however, is not consistent with the fact that
sellers who are offered cash often suggest barter, a common finding in our
interviews. If lack of liquidity were the primary explanation for barter, we
would expect that enterprises searching for material inputs would be the
instigators of barter transactions. Sellers would prefer to receive mone-
tary payment rather than payment in kind. The fact that sellers often

has aso led to the rise of intermediaries that exist s
irter transacltions.

Y to guaranter complicated

ultilatena] batter often follows the chain of productio
unportant role, thus making barter relationships highly dejx
“One respondent said he would cease barter if annua
130 percent to 40 percent.

Tiust seems ta play an

lent on Listorical ties.

nterest rates decreased from oves
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prefer barter indicates that there are advantages tc barter that arise from
factors other than the desire to conserve scarce licuidity.

The second common explanation offered by enterprise officials is that
barter enzbles them to avoid tax payments or te reduce tax liabilities.
Because {ederal banking laws force enterprises to channel inter-enterprise
payments through the banking system and because banks can be forced to
forward to the government funds of enterprises with tax arrears, enter-
prises often have a very strong incentive to keep their resources out of the
banking system. Hence, barteris a way to delay the payment of previously
incurred tax liabilities. The use of banks to facilitate tax collection, which
might be efficient under normal circumstances, apparently leads to dys-
functional barter activity when this arrangemen: is combined with an
enterprise system that has heavy tax arrears.

A key question about the tax explanation of barter is whether barter can
also help reduce liabilities. Tax authorities certainly attempt to value
barter transactions so that taxes can be assessed. However, in the multi-
lateral case, it is difficult to discern what is receivedin a transaction. When
enterprise A delivers output to enterprise B and receives goods from C,
the goods from enterprise C are really revenue for A, but it is possible for
A to claim that these are new surchases. Complexity thus makes it more
ditficult fer the authorities to unravel transactions.3!

Often these multilateral barter transactions nclude securities. An
interesting form is IOU’s to large utilities such as Gazprom. These JOU’s
might be superior to barter or cash, within the present chaotic institu-
tional environment, with enterprises desperate for sales of any type. An
enterprise delivers some oulput to Gazprom, but obtains IQU’s from other
enterprises, rather than cash, as means of payment. This allows the
enterprise to avoid paying taxas immediately on the sale, and to use the
1OU’s to barter for inputs with other enterprises. Transacting using these
JOUs is less costly than simgle barter because the IOU's function as a
money substitute. And yet the fact that the 10U’ are not money is
advantageous for the enterprises. Unlike money transferred via banks, the
IOU’s cannot be easily confiscated as payment for tax arrears and, given the
present accounting system, the IOU’s are not necessarily entered into the
books of enterprises as revenues.

ion. the profit-tax rules, as implemented, were reported to provide an incentive
forsuch tramsactions, by allowing firms to treat payables and receivables asymmetrically in
the calculation of taxable income. Naturally, firms operating on 4 cash basis are allowec to
defer recording receivables as revenue until actual payment s received. But, apparently,
they are alsc allowed to record payables as expenditures as tney accrue, deducting them
from revenues. In this case, firms can “educe their tax burden, for example, by reorganizng
a bilateral barter transaction into two separate monetary transactions, in which each firm
“purchases” the goods of the other, using promissory notes -hey never intend to horor.

This method of tax avoidance is more difficult to detec; when the transaction is
multitateral.
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Multilateral barter thus offers an example of the deep complementarity
among institutions. Because overdue taxes are ccllected upon receipt,
enterprises have an incentive to use payment methods that avoid Um:rm.
But such payment methods make it harder for courts to enforce judsg-
ments because there are no funds in the accounts of enterprises. This
reduces the incentives of parties to use the jucicial system, forcing
enterprises to develop alternative, more costly, means of contract
enforcement.

An overzll evaluation of the cost of barter deperds crucially on which
explanation of the existence of barter is correct. If barter is a response to
tight credit, then enterprises that are least liquid must resort to the
higher-cost transactional alternative, barter. Given the poor Emﬁ::wwc_,m,
structure, this might be efficient. However, this reasoning does point to
the large benefits that could be gained from institutional development.
Alternatively, if barter is primarily a consequence cf the lax system, then
its use is more damaging. The attempt to avoid taxes leads enterprises to
resort to inefficient transactional modes, which are highly dependent on
historical relationships and which reduce the possibility that law and legal
institutions can play a constructive role in facilitating transactions and
dispute resolution.

CONCLUDING OBSERVATIONS

Little in the evidence presented above would lead us to conclude that
Russian firms are making a positive effort to use law and legal institutions
in structuring their relationships with other firms. Where the use of legal
forms or legal institutions is relatively common, as in the employment of
written contracts or of the courts, the behavior seems to be as much the
result of routine as of conscious effort to change.

The absence of strategies torestructure relationships using legal instru-
ments cannot be explained by the presence of strategies based on alterna-
tive institutions. We found little evidence of networks arising in the
economic, political, or social spheres that help in resolving disputes or
enforcing agreements, The only exception was business ties developed
during the Soviet era. But such ties fail to provide firms with what they
need most to restructure: a means to secure agreements with firms with
which they have had no previous interactions.??

Given the circumstances, it is hardly surprising that a large proportion
of the exchange relationships described to us in interviews were basec on
historic ties. This was initially unexpected, however, since recent enter-
prise studies are fond of citing statistics that imply that contracting based
on impersonal relations is not a problem in Russia. These statistics suggest
that a Jarge share of enterprise relationships are new. During our inter-
views, we discovered that these statistics almost certainly overstate the

>:For an analysis of the conserving effect of historic neiworks on the incentive to
restructure, see lckes, Ryterman, and Tenev (1995).
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incidence of new relztionships When we asked officials in sapply depart-
ments to state the share of relationships that were formed after the
breakup of the Sovie: Union, tney often cited figures close to 80 percent.
However, on further inquiry, we discovered that many of these new
relationships are changes of form, not of substance.3? Ag expressed by one
supply official, “The firms change, but the people remain the same ”
Itis important to note that the reliance on historic ties does not result
from a perception of ; lack of alternatives. In contrast to the early years of
reforms, enterprises are now aware of the existence of competitors in the
market.3 We found no evidence of the perception of a high degree of

viewed, no monopsonistic or duopsonistic relations were reported in
relations with customers, Nor did firms perceive that suppliers were
highly dependent on them: in a sample of 25 supply agreements, none of
the reporting firms cansidered itself to be 4 monopsonist and only one
corsidered itself to be a duopsonist.

Some firms are able to adjust to the failure of the legal and financia]
systems by changing organizational boundaries. For example, firms that
supply the consumer market reported that they are expanding ther
operations into retail outlets to increase the reliability of payments. Some
proritable firms have informally become “banks,” using information
received during trading. These firms forgo prepayment frcm reliable
customers, while prepaying reliable suppliers. In contrast, the same firm;
insist that newer, smaller customers prepay, while refusing to prepay
newer, smaller suppliers.

We also observed organizational innovation to facilitate transactions
Some enterprises now trade with intermediaries whose origins often lje in
the former state trading system. Thege “new” intermediaries are provid-
ing services that were not provided previously, They facilitate transactions
by accepting risk or providing credit. They sell goods without requiring
prepayment. They mightarrange multilateral barter transactions or facili-
tate customs transactions. Yet the owners
these intermediaries are typically individuals who have historically been
partof the trading network, and are now usirg their relationships with the
management of manufacturing enterprises. But because the primary
capitel of the intermediary is its stock of historic relationships, it has fairly
limited capacity, at least at this juncture, to foster impersonal relations,

A second type of organizational innovation that we observed is the
financial- industrial group (FIG). Although only one of the firms we visited
was amember of a registered FIG, nearly hali of the firms were members

“Inthree firms, the supply officials answered 90 percent, 80 percent, and 50 perrent when
asked what proportion of their suppliers were new to them since 1992, However, when the
question was rephrased to elicit what proportion of supplies came from producers that
were new to them since 1992, fhe answer in all three cases was 7€10 percent.

340G

See Brown et al. (1994) and lckes, Ryterman, and Tenev (1993),

USE OF LAW 39

of informal, unregistered FIGs. While the motivation for these groups is
multifaceted, one purpose appears to be the need to solve problems of
contract enforcement, given that many FIGs irclude firms in the same
trading network.

Space constraints prohibit an extensive discussion of the implications of
the observations presented above., We simply end with two examples,
Because of the lack of institutional support providing adequate security in
contracting, there is a danger that Mmany potential transactions will not be
realized, with adverse consequences for economic recovery. In fact, we
found litte evidence that enterprises are buying or selling sophisticated,
complex zoods. Typically, agreements for transactions n such goods
extend over a leng hy period of time, requiring the use of an array of
mstruments to minimize the risk of the transaction for the parties
involved. Despite our efforts to identify such transactions, we were unable
to do so. For example, firms report that there is a rather short time
between agreement and shipment of the goods they purchase and sel].
Moreover, none of the agreements we studied required any special invest-
ment by the seller and only one required special investment by the
purchaser. ,

Secondly, the absence of institutions to supporf impersonal relations is
likely to impede the entry of new firms, which cannot initially take
advantage of relational contracting based on past ties, This is particularly
troublesome in view of the importance of new firms to long-run growth in
the econony. Perhaps even more worrisome js the fact that many of the
firms that do enter will be forced to rely on the mafia and other private
security firms for contract enforcement, suggesting the possibility of
greater entrenchment of the mafia in economic and social life in Russia in
the future.
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